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California Economy Weathers the Downturn
The California economy has experienced both expected and Mi”ionlsg;)oft';lgggggf Jobs
unforeseen challengesto itsgrowth and competitivenessduring the
past two years. Among other impacts, the state has been affected f n b )

by the* dot.com” bust, anelectricity crisis, thenational effectsof the
September 11, 2001 terrorist attack, and weak economic growth

globally.

Thisarticlesummarizesstateeconomictrendsover thepast year,

and discusses the path towards recovery.

Pre-September 11th Conditions. Californiaeconomic growth
wasoutperformingthenationjust prior tothe September 11 terrorist
attacks, but like the U.S., the pace of growth was slowing.

Prior to September 11, only afew of theU.S. economicindicators L
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were giving recovery signals, and some of those were starting to

weaken. U.S. labor forceemployment, seasonal ly adjusted, peaked
at 135.89 million in December 2000, and had fallen by 0.9 million

workers in the subsequent eight months.

In addition, the major international economies were slowing
significantly. Economic growth in Europe was barely above 0.5
percent. InJapan, theeconomic contractionthat startedinmid-2000
was accelerating. There was essentially no economic growth in
Mexico and Canada, the number one and number three trading

partnersof California.

TheCaliforniaeconomy clearly outperformed the U.Seconomy
starting in 2000, as the accompanying employment graph shows.
However, even with that momentum, the California economy was
slowing by September, primarily duetotheweaknessof thenational
andinternational economies. TheCaliforniaunemployment ratewas

percent in February 2001. Californialabor force employment,
seasonally adjusted, peakedin April 2001 at 16.45millionpeople,

and had fallen by only 17,000 people in the subsequent four

months. (Notethat Californiareacheditspeak somefour months
after the peak of U.S. labor force employment.)

September 11th ToEarly 2002 Trends. Theterrorist attacks
on September 11" not only created direct disruptions in the
national and state economies, but also created a sense of uncer-

tainty that indirectly reduced consumer and business activity.

just nudging 5.5 percent in August 2001, after reaching alow of 4.7

California’ seconomy generally fared better than the rest of the
nation. By March 2002, thestate’ sunemployment ratehad risen
less, and fewer jobswerelost, compared totheU.S. Labor force
employment was down only 0.5 percent from one year ago for
California, compared to a1.5 percent decline for the nation.

(Continued on the back page.)

Highlights

Like the US economy,
growth of the California
economy has slowed,
but there are signs of
improvement. And Cali-
fornia may have recov-
ered sooner. Season-
ally-adjusted job growth
resumed in December
for the state but was still
declining through the first
quarter for the nation.

Labor force employment
averaged 16.5 million
people in the first quar-
ter, an increase of 0.2
percent. Employment
grew in all regions of the
state except the Bay Area.
The statewide unem-
ployment rate was 6.4
percent compared to 6.0
percent one year ago.
See State Labor Market
Conditions, Page 2.

Residential construction
continued to do well. Ex-
isting homes led the way,
as sales were up
sharply, prices in-
creased, unsold inven-
tory declined, and the
time it took to sell a home
decreased. Relatively
low interest rates in the
first quarter were a
stimulus to housing con-
struction and sales.
See Real Estate
Trends, Page 4.

Wage and salary jobs fell
slightly in the first quar-
ter. Declines in the sec-
tors of manufacturing,
transportation, and ser-
vices were offset by gains
in construction, retail
trade, finance, and gov-
ernment. The regions of
Central Valley, Inland
Empire, and San Diego
were the fastest growing.
See Industry Trends,
Page 5.

Personal income totaled
1.1 trillion in the fourth
quarter, the latest data
available. Wage and sal-
ary income shrank 2.1
percent from one year
ago. Short-term interest
rates declined signifi-
cantly in 2001, and
longer-term rates de-
clined somewhat less.
Inflation remained low.
See Other Economic
Trends, Page 6.



State Labor Market Conditions

California sseasonally adjusted |abor force employment av-
eraged 16.5millioninthefirst quarter, anincreaseof 0.2 percent
fromtheprior quarter,andonly a0.1 percentincreasefromayear
ago. However, |abor force employment peaked in February and
thendeclinedin March. InFebruary, the number of participants
inthetotal labor forceexceeded 17.6 millionfor thefirst time.

Unemployment level saveraged 1,108,000inthefirst quarter,
an increase of 52,000, or 4.9 percent, compared to the fourth
quarter of 2001. Compared to one year ago, first quarter
unemployment increased 35.5 percent, an additional 290,000
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persons. TheCaliforniaunemployment rateaveraged 6.3 percent
inthefirst quarter compared tothe U.S. rate of 5.6 percent. The
total number of unemployed exceeded the 1.1 million mark in
January 2002.

Manufacturing employment in March decreased by 123,800,
a 6.3 percent decline from one year ago, with 81 percent of the
decrease occurring in durable goods manufacturing. Electronic
equipment employment decreased by 39,600, a 13.8 percent
declinefrom the previousyear. Weekly earningsincreased 2.4
percent and hours declined by 0.4 percent. Manufacturing
overtime decreased by 6.3 percent, lessening the potential for
new hires.

Nonseasonally adjusted employment increasedinall regions
of the state except the Bay Area in the first quarter of 2002,
compared with the first quarter of 2001. Unemployment in-
creased in al regions of the state.

TheCentral Valley/Sierraand Central Coast regionsboth had
a double-digit unemployment rate in the first quarter. The
Northern Californiaregionwasnot far behind witha9.8 percent
rate. Theremaining regionshad an unemployment rateranging
between 3.8 and 6.5 percent. The lowest unemployment rates
were 3.8 percent in Orange County and 4.3 percent in San Diego
County. The unemployment rate in the San Francisco Bay
regionincreased 3.5 percent year-over-year to 6.0 percentinthe
first quarter.

Total non-farm employment in the San Francisco Bay region
decreased by 120,600inthefirst quarter, adeclineof 3.3 percent.
Santa Clara County took the biggest hit with aloss of 79,000,
adecreaseof 7.9 percent fromayear ago. TheSantaClaraCounty
unemployment ratejumped from 1.9 percent to 7.6 percent. The
ratefor the City and County of San Francisco wasseven percent.

Employment in Southern California remained stable, in-
creasing by only 0.2 percent inthe Los Angelesregion. Orange
County employment increased 1 percent, while San Diego’s
increased 2.2 percent. The Inland Empire again led Southern
Cdlifornia with a 3.4 percent increase, an additional 50,700
persons.

In predominately rural Northern California, employment

decreased in six of the 18 counties. In eight of the counties the
unemployment ratewaswithin 0.5 percentage pointsof theyear-
agorate. InNevadaCounty theunemployment rateincreased 1.1
percentage points to 5 percent. In Trinity County the rate
decreased 2.8 percentage pointsto 13.7 percent.

In the Central Valley/Sierra region, employment increased
by over 16,000, with both San Joagquin and Stanislaus Counties
experiencing employment increases of almost 6,000 persons
each over the first quarter of 2001. Employment in the Sacra-
mento region increased 1.5 percent compared with a year ago.
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Regional Employment Profile

Persons Unemployment
County Employed Rate
2002:1 2001:1 2002:1 2001:1
Los Angeles Northern California
Butte 81,300 80,800 8.5% 8.2%
Bay Area Colusa 6,200 6,223 26.2%  27.1%
Del Norte 8,820 8,743 10.1%  10.1%
Glenn 9,010 8,707 13.4%  14.7%
Central Valley/Sierra Humboldt 54,767 54,900 7.4% 7.2%
Lake 21,840 20,840 9.4% 8.6%
Lassen 10,127 9,970 9.4% 9.9%
Inland Empire Mendocino 39,433 38,257 8.9% 8.3%
Modoc 3,647 3,473 10.3%  10.8%
San Diego Nevada 43,657 43,683 5.0% 3.9%
Plumas 8,313 8,157 13.9%  13.8%
Shasta 71,267 69,500 8.9% 8.1%
Orange Unemployeq Persons Sierra 1,210 1,167 153%  16.2%
by Regions Siskiyou 14,583 15,163 13.3%  12.4%
(2002:1) Sutter 30,800 31,000 158%  15.6%
Central Coast Tehama 23,557 23,133 7.8% 8.0%
Trinity 4,527 4,093 13.7%  16.5%
Yuba 17,967 18,133 15.3%  14.2%
Sacramento Bay Area
Alameda 719,633 724,200 6.4% 2.9%
Northern CA Contra Costa 492,167 495,333 4.7% 2.7%
Marin 131,233 136,400 3.7% 1.8%
‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ Napa 63,900 62,800 4.4% 3.2%
50 100 150 200 250 300 350 San Francisco 403,833 419,900 7.0% 3.5%
. Thousands San Mateo 386,367 401,733 4.5% 1.7%
E m p | Oy men t by Reg lon Santa Clara 925267 1,004,267 7.6% 1.9%
Solano 191,467 188,200 5.4% 4.1%
Sonoma 251,400 253,033 45% 2.6%
Sacramento
Employment Change Unemployment Alpine 750 697 5.9% 6.7%
Region 2001:1 to 2002:1 Rate (%) Amador 14,250 14,063 4.9% 4.6%
Calaveras 15,013 14,030 7.2% 7.3%
Persons Percent 2002:1 2001:1 El Dorado 81.233 80,033 4.9% 4.0%
Placer 123,733 122,033 4.8% 3.4%
Sacramento 594,333 585,800 5.2% 4.1%
Northern CA 5080 1.1 9.8 9.4 Yolo 87,800 86,800 6.0% 550
Central Valley/Sierra
Bay Area -120,600 -3.3 6.0 25 Fresno 318,333 317,033 16.2% 16.7%
Inyo 7,010 6,727 6.2% 6.0%
Kern 251,633 248,633 13.0%  12.7%
Sacramento 13,657 1.5 52 4.2 Kings 37,107 37,967 17.3%  17.2%
Madera 45,500 45,300 150%  14.6%
i Mariposa 6,317 5,747 9.0% 9.8%
Central Valley/Sierra 16,207 1.2 14.3 14.1 Merced 68,333 68,400  18.1%  18.0%
Mono 6,733 6,910 5.0% 45%
San Joaquin 238,633 232,733 11.1%  10.0%
Central Coast 2,673 0.6 106 9.7 Stanislaus 185,533 179567  12.4%  11.8%
Tulare 137,400 138,333 18.3%  18.2%
Los Angeles 8367 02 6.5 5.0 Tuolumne 20,293 19,270 7.3% 7.2%
! ' ' ' Central Coast
Monterey 162,900 163,467 155%  14.7%
Orange 14,233 1.0 3.8 2.4 San Benito 24,303 24,063 11.6% 9.8%
San Luis Obispc 115,733 112,667 3.3% 3.2%
Santa Cruz 129,367 129,433 9.9% 8.1%
San Diego 30,600 22 43 34 Los Angeles
Los Angeles 4,587,067 4,584,100 6.7% 5.1%
. Santa Barbara 191,800 191,600 4.6% 4.3%
Inland Empire 50,700 3.4 54 47 Ventura 401,200 396,000 5.0% 4.1%
Orange County
CALIFORNIA 20,917 01 6.7 51 Orange 1,502,433 1,488,200 3.8% 2.4%
San Diego
Imperial 46,267 43,733 14.8%  19.0%
San Diego 1,400,833 1,372,767 3.9% 2.8%
Inland Empire
; Riverside 728,400 704,133 5.5% 4.8%
Employment and unemployment estimates are not seasonally_ ad- San Berrardino 704233 767800 o a0 Py
justed. Data are based on the 2001 Benchmark, and are derived
California 16,340,767 16,319,850 6.7% 5.1%

from U.S. Department of Labor-developed regression models put
into place January 1996.
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Real Estate Trends

Residential

New residential construction continued to dowell during the
first quarter of 2002. The 35,000 new housing unitswasonly a
few percentage pointslower thantheprior quarter level,andfrom
thesame quarter last year. Giventheweak economic condition,
and the steady declines in nonresidential activity, housing has
been a source of strength to the California economy.

Single-family homes continued to bein the greatest demand,
representing about three fourths of al new housing units built
inthefirst quarter. Such homes represented about $4.0 billion
of the $5.3 billion in new residential construction value. New
multiple-family units, and additions and alterations to existing
units, accounted for the remaining valuation.

Existing home sales also reflected the demand for housing
duringthefirst quarter. Comparedtoayear earlier, saleswereup
sharply, prices increased, unsold inventory declined, and the
time it took to sell a home decreased.

Themediansingle-family homepriceinthestatewas$295,000
during the quarter, up nearly a fifth from a year earlier. The
coastal areas of the state continued to have the highest home
prices. The northern, central, and inland areas of the state had
median prices that were about athird lower than the statewide
price.

Relatively lowinterest ratesinthefirst quarter wereastimulus
to housing construction and sales. Adjustable home mortgage
ratesaveraged about fivepercent, compared to 6.5 percent ayear
earlier. Thirty-year fixed rateswere about seven percent during
thefirst quarters of both 2001 and 2002.

Median Home Price, 2002:|
In thousands
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Nonresidential

Thevalueof nonresidential construction authorized by build-
ing permits peaked in the fall of 2000 at about $1.8 billion per
month. Sincethat time, activity gradually declined to the point
that valuation for March 2002 was about half the peak rate.

Despite the overall decline, the various construction catego-
riesdifferedintheirtrends. New storeconstructionheldupfairly
well asconsumerscontinuedto spend. Additionsand alterations
also did better than the average, due to the lower cost in fixing
up existing structures versus building new ones.

Industrial construction has had a difficult time due to a
declinein manufacturing, and particularly of technology goods.
Industrial vacancy ratesin Silicon Valley (Santa Clara County
and surrounding areas) were up sharply during the past year. In
the first quarter of 2002, the overall rate was nearly 11 percent,
compared to about four percent ayear earlier. Leaserates have
alsobeenfalling, reflecting theexcessamount of subleasespace.

Local demand for office space varied widely throughout the
state. Areas such as San Francisco, which lost many dot.com
companies, saw vacancies approach 20 percent. In contrast,

more diversified office markets, such as Sacramento, kept their
rates below ten percent in the first quarter of 2002.

Future nonresidential construction activity will likely be
restrained given the current excess capacity, and the relatively
slow rebound expected for economy this year.

Monthly Level of New Construction ($bil.)
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Industry Trends

Cdlifornia employment increased by 0.1 percent in the first
quarter of 2002 compared to ayear ago, with employment growth
occurring primarily in Southern California. Employment peakedin
February 2002 at 16.5 million and then declined to 16.4 millionin
March. Nationally, jobsdeclined 1.4 percent fromthefirst quarter
of 2001.

Total nonfarm employment declined 0.3 percent compared with
thefirst quarter of 2001. Government wasthefastest growing sector,
posting a 3.6 percent increase in employment from the year-ago
quarter. Local education, a major part of the government sector,
increased 3.8 percent.

Thefinancial sector grew 1.5 percent fromthefirst quarter of 2001,
whileconstructionemploymentincreased 0.9 percent. Transporta-
tion, communication and utilitiesdeclined 3.7 percent from ayear
ago.

The services sector declined 0.4 percent from a year ago, al-
though industry trends were mixed. Motion picture production
declined 11 percent, while the demand for business services de-
creased 5.8 percent. On the plus side, amusement and recreation
services and health services employment both increased 3.3 per-
cent. Employment in business professions increased 2.4 percent.

Manufacturing employment decreased 6.3 percent, withall major
industry groups experiencing declines. Industrial machinery de-
clined 13.2 percent, electrical equipment declined 5 percent, and
transportation equipment and instruments both declined 3.3 per-
cent.

Other sectors posted modest changes, from a1 percent increase
inretail trade to a 0.9 percent decrease in wholesale trade.

One-Year Job Change by CA MSA
First Quarter 2002
Modesto
Riverside-SanBernardino
Stockton
Bakersfield
SanDiego
Fresno
Vallgo-Fairfield-Napa
Sacramento
Orange
Ventura
SantaBarbara
1 CALIFORNIA
Salinas
SantaRosa
Oakland
LosAngeles
San Francisco
‘ ‘ ‘ ‘ ; Sangose
8% -6% -4% 2% 0% 2% 4%

The Central Valley (Modesto, Stockton, Bakersfield, Fresno),
Riverside-San Bernardino, and San Diego Metropolitan Statistical
Areas (M SAS) were the fastest growing regionsin the state during
thefirstquarter. Incontrast, jobsdeclined 7.9 percent inthe San Jose
MSA and 3.8 percent in the San Francisco MSA. Job lossesin the
San Jose MSA were driven by a 17.7 percent decline in business
servicesand al4.4 percent declinein durablegoods manufacturing.

California Industries Lead in Exports

Cdliforniaistheleading statein thevalue of goods exported. In
2001, the state exported nearly $107 billion in goods, or nearly 15
percent of total U.S. exports.

Cdlifornia’s main export strength isits diversity. The stateis
home to several important export industries, including computers
and information technology, entertainment, agriculture, chemical
production, and aerospace. Export salesexceeded $1 billionin 16
of the 31 categories under the NAICS (North American Industry
Classification System) series. Within these categories, California
leads the nation in exports of computer and electronic products,
and food and kindred products.

Computer and electronic product exports from the state totaled
$50.3billionin 2001. Thenext four largest export categorieswere
non-electrical equipment ($10.7 billion), transportati on equipment
($8.4billion), chemical s($5.2billion), and miscellaneousmanufac-
tured products($4.4 billion).

International trade results in industry jobs for more than 1.5
million Californians. This amount represents more than ten per-
cent of total private sector employment in the state. The number
of export-related jobs is also the highest among the 50 states. In
addition, Californiaworkersin jobssupported by trade earn wages
that are 13 to 18 percent higher than the national average wage.

The key to California’'s export success is not only product
diversity, but alsothediversity of thestate’ sexport markets. Those
markets, and the volume of exports in each market, reflect the
state' slocation onthe edge of the Pacific Rim anditsshared border

withMexico. 1n2001, Californiaexported goodsto 219 countries.
The state’' s leading export markets include Mexico ($16.3 hillion
inCaliforniaexports), Japan ($14.6 billion), Canada($11.8billion),
and Taiwan and the United Kingdom ($5.6 billion each).

Total California exports declined by 10.7 percent from the
record-high level reached in the year 2000 ($119.6 billion). The
decrease in exports was attributabl e to the global economic slow-
down, which intensified after the attacks of September 11%.

The International Trade and Investment Division, of the Tech-
nology, Tradeand Commer ce Agency, isacatalyst for creatingjobs
in California through ongoing promotion of California exports
and foreign investment in the state.

Top U.S. Exporting States

% Of
2001 Value U.S.

Rank State ($ billion) Total
1 California 106.8 14.6
2 Texas 95.0 13.0
3 New York 422 5.7
4  Washington 349 47
5 Michigan 32.3 4.4

Source: Massachusetts Institute of Social and
Economic Research (MISER)



Other Economic Trends

Interest Rates

Short-term interest rates tended to stabilize during the first
quarter of 2002, following steady declinesthroughout 2001. Three-
month Treasury bill yields averaged 1.7 percent in the quarter,
comparedtomorethanfour percent duringthesamemonthlast year.

The Federal Reserve lowered the federal funds rate 12 times
during 2001, from 6.0 percent to 1.75 percent. (That istheratethat
depository institutions lend balances at the Fed to other such
ingtitutionsovernight.) InitsJanuary and March meetings, the Fed
left the rate unchanged at 1.75 percent.

L onger-term rates were much less prone to declines. Ten-year
Treasury notes averaged about five percent during thefirst quarter,
which was about the average rate for the past year. The low level
last year wasreachedin September, whenthemonthly rateaveraged
4.7 percent. The prime rate charged by banks remained at 4.75
percent during thefirst quarter of 2002, the samelevel asat the end

Monthly Interest Rates
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of 2001. New home mortgage rates declined slightly during 2001,
reaching about 6.75 percent in the first quarter.

Inflation

Price inflation in the state and nation, as measured by the
Consumer Price Index (CPI), continued to be modest in the first
quarter of 2002. TheL osAngelesCPI rose2.7 percent fromthesame
quarter last year. The San Francisco CPl was up 1.8 percent in
February, thelatest month available, from the February 2001 level.
The U.S. City Average CPI gained only 1.3 percent from the first
quarter of 2001.

Price gains have declined sharply since the economic downturn
that began in early 2001. Declining energy prices nationwide has
been afactor. The energy component of the U.S. CPI declined by
more than 10 percent between March 2001 and March 2002. The
dlightly faster pace of price gains in California is partly due to
gasoline and home prices in the state.

Therelatively low pace of price gainshasshifted attention away
frominflation concerns, and towardseconomicrecovery. Producer
pricesfor finished goodsdeclined betweenthefirst quartersof 2001
and 2002. The decrease provided further indication of the weak

Consumer Price Index
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economy, and thelikelihood for low inflation in the near future.

Personal Income

Cadlifornia personal income totaled $1.1 trillion in the fourth
quarter of 2001, the latest data available. The level was down
slightly compared to the prior quarter, and to the fourth quarter of
2000. Total personal income reached an all-time high of $1.139
trillion in the first quarter of 2001, and has been slowly declining
sincethattime. Incomeinthestatehasbeen hurt by sharp decreases
in technology production, and the stock market income that it
generates. Nationally, personal income grew 2.9 percent in the
fourth quarter.

Wage and salary income, which accounts for more than half of
all personal income, shrank 2.1 percent from the fourth quarter of
2000. The manufacturing sector was particularly hard hit, falling
by 13.4 percent, following a20.0 percent year-over-year declinein
the third quarter.

California Personal Income
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California Economic Indicators

First Fourth Change from Annual
Quarter Quarter 1st Quarter Change
2002 2001 2001 1996-01
Labor Force
Labor Force (thousands) 17,584 17,483 1.9% 2.3%
Employment (thousands) 16,467 16,427 0.1 2.7
Unemployment (thousands) 1,117 1,056 36.6 -3.7
Unemployment Rate (%) 6.4 6.0
Industry Employment
Total Nonfarm (thousands) 14,445 14,637 -0.3% 2.9%
Mining 24 24 0.4 -3.8
Construction 737 773 0.9 8.7
Manufacturing 1,825 1,849 -6.3 0.6
Nondurables 1,141 1,159 -7.9 1.0
Durables 207 211 -9.6 0.9
Industrial Machinery 249 255 -13.2 1.7
Electrical Equipment 140 142 -5.0 2.1
Transportation Equipment 178 178 -3.3 1.1
Instruments 684 690 -3.3 -0.2
Transp, Communication, Utilities 721 742 -3.7 3.2
Wholesale Trade 804 809 -0.9 1.7
Retail Trade 2,511 2,581 1.0 2.5
Finance, Insurance, Real Estate 846 850 1.5 2.7
Services 4,527 4,572 -0.4 3.7
Lodging 191 194 -3.8 1.8
Business Services 1,252 1,288 -5.8 6.1
Motion Picture Production 169 177 -11.0 1.7
Amusement, Recreation 214 214 3.3 3.1
Health 966 964 3.3 1.9
Business Professions 511 509 2.4 4.4
Government 2,450 2,438 3.6 2.4
Local Education 991 982 3.8 3.9
Farm Production & Services 413 478 -0.5 0.5
Real Estate
Housing Units Authorized 33,900 33,400 -6.4% 9.3%
Nonresidential Valuation ($ millions) 3,147 3,470 -31.3 12.0
Median Existing Home Sales Price ($) 295,130 286,410 19.1 8.4
Market Prices Finance
Personal Income ($ billions) n.a. 1,099.5 6.6
Consumer Price Index
United States 177.9 177.3 1.3 2.5
California 184.1 182.4 2.4 3.0
Corporate Aaa Bonds, Moody s (%) 6.6 6.9
Three-Month Treasury Bills (%) 1.7 2.0

na—not available

Quarterly figures are averages except where
noted. Annual change indicates the average an-
nual percent change over the five-year time span.

Labor Force, Unemployment. Labor force data
are seasonally adjusted, and by place of resi-
dence. Estimates are provided by the Employ-
ment Development Department (EDD). Data are
based on the 2001 Benchmark, and are derived
from U.S. Department of Labor-developed regres-
sion models put in place January 1996.

Industry Employment. Industry employment
data are not seasonally adjusted, and are by place
of work. Estimates are provided by EDD. Esti-
mates are derived from payroll records and ex-
clude the self-employed. Multiple job holders are
counted once for each job.

Real Estate. Housing Units Authorized and Non-
residential Valuation are quarterly totals, and not
adjusted for seasonal trends or inflation.

Market, Prices, Finance. Personal income is at

an annual rate, seasonally adjusted, and is re-
vised. Other series are not seasonally adjusted.
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— continued from Page 1

TheCaliforniaportionof total U.S. jobsdeclinedintwoimpor-
tant industries — aerospace and software services — but the
declines were moderate. Jobs aso declined in other important
industries, but at apace commensuratewiththat of thenation. The
September 11thterrorist attacksdealt asignificant blow totravel
and tourism, both for the nation and the state. Airlines, restau-
rants, lodging, and visitor shoppingweremost adversely affected.
Californiaemployment in the air travel industry decreased 11.5
percent by March 2002. L odgingindustry empl oyment decreased
by 2.7 percent. Big-city markets, which rely more on out-of -state
andforeignvisitors, fared worsethan suburban and rural markets.
Rural areas tend to capture in-state tourists who would have
traveled elsewhere when safety or economic issues are not a
concern.

The state' sjob losses were concentrated in the San Francisco
Bay Area, an areaimpacted by thel T downturn aswell asdecline
intourism. Theunemployment ratein SantaClaraCounty jumped
from 2.2 percent in March 2001 to 7.6 percent in March 2002.
Unemployment also increased in Southern Californiaand Sacra-
mento County, but at alesser pace.

Tradeand I nvestment | mpacts. Weak economicconditions
around theworld adversely impact foreign trade and investment
inCalifornia, thenation’ slargest exporting state. Inaddition, the
stateexperienced unsustainablegrowthinprior years, resultingin
an expected reduction in trade and investment activity. For
example, Californiaexportsof goodsexceeded $100billionevery
year from 1996 through 2001. Intheyear 2000, Californiaexports
increased more than 22 percent. The state’s top four export
categories are high-technology industries. Mexico, Japan and
Canadaarethetop export markets. ExportstoMexicoexceeded $16
billionin2001.

Foreign direct investment (FDI) into Californiaisthe highest
among all the states. In 1999, the latest data available from the
federal government, FDI book value was nearly $116 hillion.
Californiaemploymentindomestic affiliatesof foreign companies
was638,800. Official statedatabeyondthat year isnot available;
however, national dataindicatethat newinvestmentintheU.S. fell
significantly due to the recession, weakness in other major na-
tions, and a sharp slowdown in mergers and acquisitions.

ThePath Towar dsRecovery. Thenational economy will have
to work through several imbalances created during the 1990s.

One imbalance of the 1990s was the large investment by
businesses, particularly ininformationtechnol ogy equipment. As
aleader intechnol ogy industries, Californiabenefited noticeably
from the boom, but also sharply felt itsdecline. While ordersfor
manufactured goodsare still at least 10 percent bel ow their peak,
much of the excess industry investment has been reduced and
ordersareslowly increasing, now reaching levelssimilar tothose
just preceding September 11, 2001.

Another imbalance is the large amount of foreign capital
invested in the U.S. If better opportunities are perceived to lie
elsewhere, the resulting capital flow may cause the dollar to
weaken and stocks pricesto fall. It appearsthat correction may

have only started in the first quarter, and therefore has sometime
yet to run.

Alsointhe1990s, consumer savingsfell whiledebtincreasedfor
both consumers and businesses. Toward the end of the previous
recession, consumers started a 12 to 18 month period of reducing
debt. This has not yet occurred in the current slowdown. This
particul ar imbalance becomes a problem to the extent that house-
hold budgets are impacted by declines in assets, notably housing
valuesandthestock market, and by weak job growth. Jobsmay have
reached their lows in the first quarter, but job gains have been
modest, asbusinesseswait for stronger signsof asustained upturn.

In conclusion, every business cycle produces some sort of
excessesfollowed by aslowdown asthesearecorrected. Wewere
able to avoid some of the excesses of the past, such as large
inventory buildup, thanksto the new computer inventory manage-
ment techniques. However, this slowdown has its own set of
challenges, including the imbalances described plus corporate
accounting issues and how to pay for security against terrorism
threats. These are very interesting economic times.

The Division of Economic Research and Strategic Initiatives
(ERS) prepared thisarticle. In addition to itsregular responsi-
bilities, ERS provides technical support to the California Eco-
nomic Srategy Panel. The bipartisan Panel was established in
1993 to provide an overall long-term economic vision and strat-
egy to guide public policy.

(California Economic Review is available on the Internet\
at http://commerce.ca.gov, “California’s Economy.”
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